COLOURING
OUR LIFE

Natural gas is used in urban households for
cooking, showering and heating. Stable and
reliable natural gas supply ensures a good
and comfortable living environment.




As at the end of 2004,
the Group has a

penetration rate of piped natural gas.

HOME - \With higher living
standards, natural gas has
become a common and
popular clean energy source
for modern urban households




Xinao Gas has converted

buses and taxis to using natural gas.

TRANSPORTATION - As a
vehicle fuel, natural gas is on
average 30 — 50% cheaper
than gasoline and diesel.
Using natural gas can reduce
environmental problem caused
by vehicle exhaust.



MOVING
AHEAD

We are devoted to developing CNG
vehicle refuelling station business and
plan to build 50 to 100 CNG stations in
our existing projects in 2005.




MANAGEMENT DISCUSSION AND ANALYSIS

INTERNATIONAL
AWARDS

XINAO GAS’S BRAND RECOGNITION IS ENHANCED BY ITS
OUTSTANDING PERFORMANCE, SAFETY RECORD AND

QUALITY SERVICES.

INDUSTRY REVIEW
Energy Consumption Pattern in PRC

With the continuing strong economic
growth in recent years, the demand from
the People’s Republic of China (the “PRC")
for energy also increases tremendously. In
2004, the PRC imported a record of over
100 million tons of crude oil. The PRC is
the second largest energy consumer in the
world, and its major sources of energy are
coal, crude oil and natural gas. The use of
coal severely pollutes the environment,
whereas natural gas is not just one of the
cleanest, safest, most efficient and
economical energy sources, but also has
obvious advantages in environmental and
social efficacy and is more competitive in
price than other clean energy sources such
as liquefied petroleum gas (“LPG"”) and
electricity. Therefore, the PRC government
is vigorously promoting the use of natural
gas as a clean energy source. According to
the statistics of Energy Research Institute,
National Development and Reform
Commission (“NDRC"), in 2004, the
output of natural gas in the PRC increased
by 18.5% to 40.8 billion cubic meters
when compared to 2003.
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As forecasted by the Energy Bureau,
NDRC, the demand growth of natural gas
will be well ahead of coal and oil in the
PRC in the next 20 years. By 2010, natural
gas consumption will make up 6% — 7%
of the total energy consumption in the
PRC and reach 93.8 billion cubic meters;
by 2020, natural gas consumption will
further increase to 10% of the total
energy consumption and reach 203.7
billion cubic meters.

The highest growth in demand for
natural gas comes from electricity
generation and residential use, which also
make up the largest proportion of natural
gas demand. It is estimated that before
2020, the annual growth rates of natural
gas demand for electricity generation,
residential use, industrial use and chemical
industry use will reach 17%, 14.7%, 8%
and 6% respectively. With more rapid
urbanization and higher standards for
urban environmental protection in the
PRC, the gas penetration rates in the PRC
cities are also rising rapidly. At present,
natural gas users only account for 10% of
the total urban residential gas users in the
PRC, and the ratio is expected to increase
t0 30% by 2010 and 40% by 2020. These

statistics fully support the positive market
prospects of natural gas industry in the
PRC.

PRC Policies on City Piped Natural Gas
Market

At the end of 2002, the Ministry of
Construction of the PRC issued a
memorandum on the “Opinion
concerning the speeding up of the
development of market economy in the
public utilities sector” allowing local
authorities to open up the market for the
investment in construction and operation
of public utilities, including city gas.
Foreign investors are now allowed to
participate in the market by various
means, such as setting up wholly-owned
enterprises, equity joint ventures or
operation joint ventures. In February 2005,
the State Council of the PRC also issued
“Opinions on encouraging the
development of non-state-owned
economy”, which also explicitly
encourages private investors and foreign
investors to enter urban public utilities
sector.
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in China
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The implementation of these PRC
government policies will facilitate and
accelerate the healthy development of city
piped natural gas and further reduce the
investment risks for gas operators. The
market liberalization of city gas industry in
the PRC has been speeded up with the
support of relevant policies from the
government. A number of city gas projects
in the PRC have carried out corporate
reform or invited outside investment.

The construction of various branch
pipelines of the West-to-East Project, the
linking up of Zhong-Wu Pipelines, the
exploration of natural gas under seabed
and imported liquefied natural gas
("LNG") projects in coastal areas have
progressed smoothly. These developments,
together with central and local
governments’ emphasis on using natural
gas and higher popularity of natural gas
among consumers, facilitate the rapid and
continuous development of downstream
natural gas business. As a result, the
Group will have even greater business
development prospects and higher ability
to ensure reliable gas sources.

BUSINESS REVIEW

The principal businesses of the Group
are the construction of gas pipelines, the
sale of piped gas, the sale of bottled LPG
and the sale of gas appliances.

Construction of Gas Pipelines

During the year, in order to have
better marketing planning for and
accelerate the development of connection
business, the Group continued to carry out
the marketing project launched last year to
enhance the project companies’
performance in connection business.

As the Group’s piped gas users only
accounted for 10% of the total
connectable population, it is expected that
connection fees will continue to form a
significant portion of the total revenue of
the Group. As more and more of the
Group's projects are being connected to
piped natural gas sources, such as the
West-to-East Pipelines, we will rely more
on piped gas sources rather than on truck-
transmitted gas sources, and hence will be
able to meet large-scale gas demand. As a
result, not only the number of residential
households and commercial/industrial
("CN") users of our gas projects will
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increase rapidly, but also the Group’s
natural gas sales volume. It is expected
that the proportion of connection fees to
the Group’s turnover will continue to
increase steadily.

Residential Customers

Aiming at achieving a high natural gas
penetration rate in every project city, the
Group continued to devote lots of efforts
to connecting more residential households
during the year and consequently helped
to protect the environment. The Group’s
piped gas business is a natural monopoly
in nature. The main connection target of
the Group will continue to be the
residential households in new and existing
buildings in the area covered by our
pipeline network.

Throughout the PRC, local
governments have tighter control in
environmental protection, and existing
coal-burning furnaces are being changed
to gas-burning ones. These measures
facilitate the development of the Group’s
business.

More and more residential households
take the initiative to get connected to
piped natural gas, and flats connected to
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MANAGEMENT DISCUSSION AND ANALYSIS (continued)

We will accelerate the gas
infrastructure construction

to increase penetration
rate.

piped natural gas have become popular
and are preferred by new home buyers.
These have boosted the connection
business of the Group and lowered the
Group's costs for developing new
customers.

During the year, the government of
PRC implemented macroeconomic
measures, which affected the property
industry, but its impact on the Group was
trivial. As most of the Group’s projects are
medium-sized cities with real estates being
economical residential housing, and the
Group's operation strategy was to develop
the whole city and made connections to
not just new buildings, but also existing
buildings and C/I customers, the macro-
economic measures hardly affected the
number of new connections made. With
effective marketing strategies, the Group
fulfilled its goal on the number of
connections made. In addition, the
completion of the West-to-East Pipelines
Project creates favorable condition for the
Group to develop new customers in
massive scale. Therefore, the connection
business growth for the year as a whole
was still very good.

During the year, the Group made
natural gas connections for 253,395
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residential households, 66.5% more than
last year. The average connection fee paid
by households was RMB2,620, similar to
that of last year.

As at the end of 2004, the Group
provided natural gas connections to a total
of 634,678 households, which accounted
for 6.5% of the overall connectable
population of the Group. Taken into
account of the 116,961 acquired and
converted natural gas users, the
penetration rate would be 7.7%.

Commercial/Industrial Customers

During the year, the international oil
price soared; the supply of electricity in the
PRC was very tight, and 24 provinces in
the PRC had restricted supply of electricity.
On the contrary, piped natural gas is not
just cheaper than other energy sources like
electricity, coal gas and LPG, but also has
stable selling price. Also, as the local
governments in the PRC have put more
efforts in controlling industrial pollution,
many of them require coal to be replaced
by clean energy sources, such as natural
gas, and demand new commercial or
industrial projects to use clean energy. In
addition, gas sources commenced in
projects along the West-to-East Pipelines
in 2004, and the supply of natural gas is

no longer restrained by the lack of gas
sources. Therefore, many C/I enterprises
that used to use electricity, oil, coal and
other fuels switch to using natural gas. As
always, the major C/I customers of the
Group are factories, hotels, shopping
malls, schools and hospitals, etc. Unlike
LPG, natural gas is more difficult to
transport and store, and as a result,
customers can only access to natural gas
through our pipeline network, which
facilitates our connection business.

During the year, the Group provided
natural gas connections for 733 C/I
customers (connected to gas appliances of
a total installed designed daily capacity of
525,321 cubic meters). The average
connection fee was RMB302 per cubic
meter, 40.9% lower than last year. The
main reason for the decrease was that the
Group offered discounts to large C/I
customers to increase the future gas sales
volume because they will consume huge
volume of gas and become the major gas
users, and the Group can also fully utilize
the contracted gas volume from West-to-
East Pipelines.



Changsha, Xiangtan and
Zhuzhou in Hunan Province
will use the piped natural
gas of Zhong-Wu Pipelines
in 2005.

As at the end of 2004, the Group
provided piped natural gas connections for
a total of 1,515 C/I customers (connected
to gas appliances of a total installed
designed daily capacity of 1,058,114 cubic
meters). If taken into account of the
acquired and converted natural gas users,
the Group would supply natural gas to a
total of 2,023 C/I customers (connected to
gas appliances of a total installed designed
daily capacity of 1,214,314 cubic meters).

New Projects

In 2004, the Group continued to take
an active role in the exploration of new
projects. The Group’s projects increased
from 41 last year to 52 this year, and the
connectable population grew
tremendously by 55.7% to 29,128,000
(approximately 9,709,000 households) by
the end of 2004 from 18,713,000
(approximately 6,238,000 households) last
year. The growth in customer base was
not only because of the acquisition of new
projects, but also the growth in population
size of our existing projects. This further
stabilizes the Group’s future income and
makes the Group one of the professional
city gas operators covering the largest
population in the PRC.

New projects secured by the Group in
2004 are as follows:

Guangdong Province Shantou, Zhanjiang

Guangxi Zhang Guigang, Guilin
Autonomous Region

Hebei Province Luquan

Henan Province Shanggiu

Inner Mongolia Tongliao
Autonomous Region

Shaanxi Province Xianyang

Shandong Province Yantai

Zhejiang Province

Huzhou, Longwan

District in Wenzhou

After securing the provincial capital
project Changsha last year, this year, the
Group obtained Yantai, a million city with
good C/I customer base. This has
demonstrated once more the
government’s recognition of the Group’s
management ability, operation safety and
financial strength, and it also enriches the
Group's experience in managing large-
scale city projects.

The Group continued to target at
medium-to-large scale cities for its project
development in 2004. The projects

secured during the year were in general
cities with strong economy, well-
developed industries and large population,
such as Guilin, Shantou, Yantai, Zhanjiang,
etc, which enable the Group to make even
more connections in the future. Also, the
Group devoted more efforts in strategic
development of project cities. Founded on
the achievements in 2003, the Group
keeps on enhancing its market position in
Guangdong, Guangxi and Zhejiang and
creating an environment for sharing
resources and advantages. The
outstanding performance, good safety
track record, reliable gas supply and
quality service of the project companies
has increased Xinao Gas' brand
recognition and influence in the regions.

Sale of Piped Gas

During the year, the Group sold
104,912,000 cubic meters and
142,798,000 cubic meters piped gas to
residential households and C/I customers
respectively, representing increases of 1.3
times and 99.4% respectively over last
year. The volume of gas sales to C/I
customers made up 57.6% of the total
volume of gas sales, showing that the
Group had large consumers as a solid
foundation to support the Group’s long-
term revenue.
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MANAGEMENT DISCUSSION AND ANALYSIS (continued)

As the West-to-East Pipelines
commenced gas supply in 2004, making
gas sources more abundant, the Group
expects the volume of gas sales to increase
further in the future. The strong increase
in natural gas sales during the year did not
just come from quality new projects the
Group had successfully obtained, but also
from successful marketing in existing
projects. The high growth in the sales
volume of natural gas also reflects that the
use of natural gas as a good energy source
has been well-received by the public.

As the gas sales volume for C/I
customers is much higher than residential
households, the Group will continue to
develop the markets of both residential
households and C/I customers, so as to
enhance the Group’s revenue structure
and provide stabilized cash flow.

Gas Source

During the year, the Group established
formal strategic cooperation relations with
China Huayou (Group) Corporation and
CNOOC Nanhai Western Corporation for
securing large projects. Developing good
cooperation relations with upstream
suppliers does not just ensure that the
Group has support for gas supply, but also
increases the Group’s competitiveness in
developing new projects.

The Group actively engaged in the
construction of emergency system for
ensuring gas sources and establishing our
own gas source bases to guarantee gas
supply of various means and types. During
the year, the LNG Project in Weizhou
Island, Beihai, Guangxi invested by the
Group commenced construction and is
expected to be finished by 2005. This
project, once in operation, will mainly

supply LNG to Zhanjiang Xinao Gas
Company Limited, Guilin Xinao Gas
Company Limited, Dongguan Xinao Gas
Company Limited (“Dongguan Xinao")
and other southern gas projects to be
obtained by the Group. It can meet the
gas demand of the projects and further
reduce the purchase cost of gas.

After the long distance pipelines of the
West-to-East Project commenced gas
supply in 2003, more branch pipelines
were built along the long distance
pipelines in 2004. Currently, five project
companies of the Group, namely, Xinxiang
Xinao Gas Company Limited (“Xinxiang
Xinao"), Chuzhou Xinao Gas Company
Limited (“Chuzhou Xinao"), Changzhou
Xinao Gas Company Limited (“Changzhou
Xinao"), Bengbu Xinao Gas Company
Limited (“Bengbu Xinao") and Huzhou
Xinao Gas Company Limited (“Huzhou
Xinao") have started to use the natural gas
transmitted by the West-to-East Pipelines.
With the completion of more branch
pipelines of the West-to-East Pipelines and
other pipeline constructions, more and
more of the Group’s projects will use
natural gas transmitted by pipelines. It is
expected that in 2005, projects in Hunan
Province, namely, Changsha Xinao Gas
Company Limited (“Changsha Xinao"),
Xiangtan Xinao Gas Company Limited
(“Xiangtan Xinao") and Zhuzhou Xinao
Gas Company Limited (“Zhuzhou Xinao"),
will use the natural gas transmitted by
Zhong-Wau Pipelines. The Group expects
that using natural gas transmitted by
pipelines will minimize the purchase cost
of gas, increase profit from piped gas sales
and further enhance our ability for market
development.

CNG Vehicle Refuelling Station

The Group has started the operation
of compressed natural gas (“CNG")
vehicle refuelling stations (“CNG stations”)
in Shijiazhuang City and Langfang City,
Hebei Province, and 1,736 taxis and 353
buses have been converted into CNG
vehicles. As the price of natural gas is on
average 30-50% lower than gasoline, it is
highly welcome by public vehicle
companies and vehicle owners.

As the Group anticipates that the
prospects of CNG stations in the PRC will
be very positive, the Group has set up a
department for CNG stations and planned
to launch this business in our existing
project cities extensively in 2005. We
intend to set up 50 — 100 CNG stations in
Qingdao, Liaocheng, Bengbu, Xinxiang
and Shijiazhuang to further increase the
Group's profit source and long term
revenue. The Group can fully utilize our
existing resources, including gas stations,
pipeline networks, gas sources, human
resources, brand name, etc., when
developing CNG stations in our operating
locations, and hence can have good return
of investment in a short period.

Since vehicle emission is now a major
source of pollution in the large cities in the
PRC, it is believed that the PRC
government will promote policies of
converting vehicles to using clean energy.
This will further accelerate the
development of CNG stations. The Group
expects that CNG stations will become one
of the major components in our gas sales
business.
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Advanced Collection System for Gas
Usage Charges

The Group continues to adopt the
prepaid stored-value card system for all
projects. Under the system, every
residential customer will receive a stored-
value card and is required to prepay for
the gas. This system can totally eliminate
the possibility of default payment and save
huge administrative expenses, thus
enhancing the Group’s cash flow.

Starting from this year, some of the
Group’s project companies cooperated
with banks to reach a win-win situation —
our gas project companies use the
widespread network resources of the
banks for collecting gas usage charges,
and the banks use the Group’s customer
resources for expanding their business.
This cooperation makes it more convenient
for our customers, reduces the Group’s
administrative costs and increases cost
efficiency.

Sale of LPG

During the year, the Group sold
37,760 tons of LPG, decreased by 28.3%
over last year. The Group has been
principally engaged in the sale of piped
natural gas, and LPG is only sold in certain
project cities as a transitional gas source,
as the gross profit margin and the net
profit margin of LPG are relatively low.
Bengbu Xinao, Huaian Xinao Gas
Company Limited and Xinxiang Xinao are
engaged in the wholesaling and/or
retailing of LPG, and the sales volume of
these three projects makes up 80% of the
total volume of LPG sales.

Before being taken over by the Group,
the principal business of these companies
was the sale of LPG. They have all started
to construct natural gas pipelines after the
Group’s acquisition, and LPG are only sold
to customers not connected to piped
natural gas or in peripheral towns. The
Group expects that the sales of LPG of
these projects will gradually be replaced by
piped natural gas, and the average ratio of
LPG sales volume to piped natural gas
sales volume in these three projects
changed from 80% to 20% last year to
65% to 35% this year, which shows that
piped and bottled LPG are being replaced
by piped natural gas.

The operating profit of LPG increased
from RMB369,000 last year to
RMB908,000 this year.

Sale of Gas Appliances

The Group sells cooking stoves, water
boilers, heaters and stored-value card
meters besides providing gas connections.
During the year, the Group sold a total of
59,526 cooking stoves, 8,774 water
boilers and 4,411 heaters. Most of the
meters produced were used by the Group
in its own connection business.

The production capacity of the stored-
value card meter factory of the Group
reached 600,000 in 2004. The factory
mainly supplies the meters to be installed
in residential households when the Group
makes gas connections. Customers can
have gas supply when they insert their
prepaid stored-value cards into the meters.
After the establishment of the production
line, the average cost of stored-value card
meters has dropped by 30%, and the
connection costs of the Group has been
substantially lowered.

Besides, among the stored-value card
meters sold in 2004, 22,706 were sold to
other gas distributors, meaning that the
production of stored-value card meters not
only reduces costs, but also generates
additional income for the Group.

Gross Profit Margin and Net Profit
Margin

The Group's overall gross profit margin
was 40.9%, similar to that of last year,
and net profit margin decreased from
20.9% last year to 17.5% this year. It was
mainly because the projects the Group
secured got larger, and the percentage of
minority interests in net profit increased
from 6.7% last year to 17.4% this year.
The Group’s operation efficiency remained
at about the same level as last year if it
was evaluated by profits before minority
interests.

As LPG and coal gas will be replaced
by natural gas gradually, and the gas
supply of the branch pipelines of West-to-
East Project and Zhong-Wu Pipelines will
commence in the coming year, the Group
expects that it will facilitate large sales
volume of natural gas with lower cost and
further increase the profits from piped gas
sales.

To reduce the Group's operation costs
and increase its profit, the Group
cooperated with BearingPoint
Management Consulting Limited during
the year to conduct research on issues like
cost control and budget management, and
the Group introduced many advanced
management ideas and management
tools, such as reverse auction, point
baseline scorecard, rolling budget, process
cost and benchmark management. It
paves the way for the Group for better
cost control, budget management and
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MANAGEMENT DISCUSSION AND ANALYSIS (continued)

Our strong piped gas
distribution networks lay a
solid foundation for gas
sales revenue.

financial management, and its effects are
expected to become manifest in 2005.

Advanced Management System

The Group recognizes that safety is the
basis of our business, and safe operation is
of primary importance. The Group
continued to maintain excellent safety
track record last year, making a record of
12 years of continuous safe operation. The
Group also uses many resources on the
technical team and equipment for safe
operation and uses advanced information
technology system for daily operations and
management. During the year, the Group
made use of the advanced experience of
the gas industry in the UK for reference
and improved and perfected the Group’s
safety management handbook and
emergency procedures, which further
raised the safe operation standards.

In 2004, Liaocheng Xinao Gas
Company Limited (“Liaocheng Xinao")
and Beijing Xinao Jingchang Gas Company
Limited finished the construction of
information technology systems, and
Liaocheng Xinao and Bengbu Xinao
completed the construction of Geographic
Information System. Apart from enhancing
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the operation and service efficiency and
lowering the cost of operation of the
Group, these systems also help the Group
to ensure safe operation.

To increase the ability for safe
operation, the Group brought in advanced
gas safety training and recognition system
from the UK, which will enhance the
professional qualification and skills of the
staff for providing better services to
customers. The Group cooperated with
Utilise Training & Development Solutions
Limited to establish a gas professional
training center, which was launched in
March 2004. This cooperation project has
been supported by the British Consulate,
Ministry of Construction of the PRC and
Energy Bureau, NDRC. During the year,
the training center conducted 27 sessions
of training courses, and 360 of our staff
members passed the Operational
Qualification and Recognition Examination
(Level 1). This lays a solid foundation for
the Group to operate more safely and
professionally. In 2005, the Group will
introduce Level 2 and Level 3 Examination
for the staff and foster more qualified
personnel to enhance further safety and
operational efficiency.

During the year, we continued to use
various means, such as setting up social
service monitoring network and service
complaint hotlines and organizing
customer opinion campaign, to collect
from the customers useful opinions on
installation works and after-sales services.
By enhancing the service quality of the
Group, we can further boost our brand
recognition and image and facilitate the
development of connection service.

Outstanding Management

Because of the excellent management,
the Company continued to receive many
awards from various prominent
international financial magazines during
the year: “Overall Best Managed Company
in China (Medium Cap)” by AsiaMoney for
the first time, and five other individual
awards, namely, “Clearest Corporate
Best Financial Management”,
"“Best Investor Relations”, “Best Annual

non

Strategy”,

Reports” and “Most Improved Website”;
“Chinese Business 500" for four
consecutive years and “Top 20 Chinese
Enterprises of Highest Total Asset Growth”
for two consecutive years by Yazhou
Zhoukan.



The above awards, voted by
international institutional investors and
analysts, prove that Xinao Gas is highly
regarded by investors for its high
management quality and transparency. It
was not easy to obtain such achievements,
but the Group’s management will
endeavour to maintain our outstanding
performance and continue to achieve even
better results and reputation.

Customer Service

Quality customer service is the key for
maintaining good and long term relations
between the Company and customers.
Because of our quality service, the project
companies of the Group have won
recognition and credit from local
customers as well as government
authorities in the cities they operate and
become the models for other public
utilities to follow. The best evidence is that
many of the project companies were
awarded “Unit with High Consumer
Satisfaction” by local consumer councils
during the year.

In 2004, Dongguan Xinao, Kaifeng
Xinao Gas Company Limited, Lianyungang
Xinao Gas Company Limited and Beijing
Xinao Gas Company Limited also launched
the “95158" national 24-hour hotline,

We maintain good and
long term relations with

customers by providing
quality customer service.

which means that 11 project companies
have launched such service. Our customers
can simply dial 95158 to access their local
24-hour customer service centre and
communicate with us conveniently. In case
of emergency, we uphold our promise to
arrive at the site within 20 minutes to carry
out repair work. Our emergency-repair
vehicles are approved by the local
governments to be equipped with sirens
similar to those on police cars, and we are
also hooked-up in the 110 network, so
that we will be able to handle any
emergency situations immediately and
efficiently.

In addition, the project companies of
the Group follow the Group’s unified
requirements to issue leaflets of “Gas
Usage Safety Standards” to our customers
and conduct safety checks twice a year on
pipeline networks and customers’ gas
appliances. As prevention is always better
than cure, these measures help to
eliminate potential safety problems, and
thus increase the trust of our customers.

Human Resources

We always believe that our employees
are our most valuable assets and the basis
of the Group’s competitiveness; the
Group's continuous development and

success are rooted at our human
resources. Therefore, we uphold the
principle of “based on people” and put
great emphasis on recruitment and
internal training.

During the year, we recruited high-
calibre undergraduates from renowned
universities all over the PRC as well as
experienced professionals in the industry
or from overseas according to our
development needs. Each new staff
member was given internal training and
deployed to different departments and
subsidiaries to have a good understanding
of the Group’s culture and operations, so
that they could provide quality customer
services and the smooth operation of the
Company could be ensured.

The Group encourages staff to have
lifelong learning and offers learning and
studying opportunities to employees as a
form of benefits and rewards. Therefore,
we have sponsored some employees to
study for MBA or to attend other related
technical courses in renowned universities,
such as Tsinghua University, so as to
enhance their competence, professional
skills and quality.
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The Group also arranges two days of
training each month to all employees to
broaden their horizons and increase their
ability, and the lecturers are mainly
university professors or local and overseas
management experts. We set up mailbox
to the general manager, staff forums, staff
representative meetings and other
platforms to give opportunities for staff to
communicate with the management, so
that the management can understand the
frontline problems and make appropriate
adjustments.

In addition, the Company regularly
invites family members of the employees
to attend various functions, such as
seminars or dinner parties, etc., to
strengthen communications and affections
between staff and the Company, and to
enhance the sense of belonging of staff
towards the Group.

As at 31 December 2004, the Group
had 7,820 employees, of which five based
in Hong Kong and the others based in the
PRC. They were remunerated at market
level with benefits like bonus, retirement
benefits, professional training, share
option scheme, etc.

FINANCIAL RESOURCES REVIEW
Liquidity and Financial Resources

As at 31 December 2004, the Group'’s
cash on hand was RMB911,537,000
(2003: 487,129,000), and its total bank
and other borrowings amounted to
RMB1,917,160,000 (2003:
1,111,926,000). Its net gearing ratio, i.e.
the ratio of net debt to equity, was 52.6%
(2003: 54.9%).

Share Placement

To meet the capital demand for
development and obtaining new projects,
the Company placed 122,000,000 shares
to international asset management
companies and professional investors at
the price of HK$3.84 per share, and the
net proceeds were HK$456,000,000
(equivalent to RMB483,360,000). As
planned, the proceeds were used for new
gas project companies, CNG vehicle
refuelling station business and general
working capital. The market response for
the placement was very positive. Apart
from providing the capital the Group
required, this placement has also enlarged
the Group’s shareholder base and capital
base and hence enhanced the Group’s
strength.

Loans from IFC, Who also Becomes
Long Term Shareholder of the
Company

In the first half of the year, the Group
successfully brought in International
Finance Corporation (“IFC"), the private
sector arm of the World Bank Group, as
our long term shareholder. IFC also agreed
to provide five-year loans for a total of
US$25,000,000 (equivalent to
RMB206,700,000) to the project
companies of the Group, and the loans
were drawn in the second half of the year
as part of their working capital. The fact of
IFC becoming the Group’s shareholder and
lender does not just illustrate the Group’s
distinctive status, ability and positive
prospects, but also shows IFC’s recognition
of the Group’s importance and
contribution in the environmental industry.
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Under the above US$25,000,000 Loan
Agreements, the Company, Mr. Wang
Yusuo (“Mr. Wang”) and the Borrowers
(i.e. Bengbu Xinao, Shijiazhuang Xinao
Gas Company Limited and Xiangtan
Xinao, which are all subsidiaries of the
Company) have entered into the Share
Retention Agreements with IFC on 18 May
2004 whereby Mr. Wang has agreed that,
so long as any monies remain due or to
become due and owing by the Borrowers
to IFC under or in respect of the Loan
Agreements, he and Ms. Zhao Baoju (“Ms.
Zhao") will own, in aggregate, directly or,
at any time that he and Ms. Zhao own in
aggregate all the shares in the capital of
Easywin Enterprises Limited (“Easywin"),
indirectly through Easywin, at least 35%
of the issued share capital of the
Company. Mr. Wang and Ms. Zhao are the
beneficial and legal owners of Easywin,
which is owned as to 50% by Mr. Wang
and 50% by Ms. Zhao. As at 31 December
2004, Easywin and Mr. Wang together
held 44.67% interests of the Company.

Five-Year Zero Coupon Convertible
Bonds

Planning to obtain more new projects
for development, the Company seized the
chance of the record-low interest rate in
the USA in 40 years and issued five-year
convertible bonds in an aggregate
principal amount of HK$550,000,000 on
15 November 2004. The bonds are zero
coupon bonds; the issue price is 100%
whereas the redemption price is 106.43%,
which means that the effective interest
rate is 1.25% per annum. The
bondholders have the option to require



the Company to redeem the bonds 2.5
years after the issue date. If the
bondholders do not exercise the option of
redemption, then they have to hold the
bonds to maturity or exercise the
conversion right during the conversion
period. Bondholders can exercise the
conversion right between 15 December
2004 and 15 November 2009 and convert
the bonds into ordinary shares of HK$0.10
each of the Company, and the Company
has the option to issue share or pay cash
in lieu of shares to such bondholders. The
conversion price for each ordinary share at
the issue date of the bonds was
HK$5.4375, which is subject to
adjustment for events, if any, which may
have diluting effects after the issue. If all
the bonds are converted into shares,
101,145,000 ordinary shares of the
Company will be issued, equivalent to
11.66% of the total issued capital of the
Company as at 31 December 2004. No
one exercised conversion right as of 31
December 2004. The net proceeds of
HK$534,205,000 from this bond issue are
mainly used for repaying the syndication
loan of the Company due in 2005 and for
developing gas markets in the PRC. The
bond issue has brought long term capital
at low cost to the Group, met the Group’s
demand for development and fully utilized
low-cost capital to increase shareholders’
wealth.

Currently, the Group’s operating and
capital expenditures are funded by
operating cash flow, internal liquidity,
bank loans and convertible bonds issued.
The Group has sufficient unutilized
banking facilities to meet the future capital
expenditure and working capital
requirements.

Borrowings Structure

As at 31 December 2004, the Group’s
total bank and other borrowings
amounted to RMB1,917,160,000 (2003:
RMB1,111,926,000), including zero
coupon convertible bonds of
HK$535,438,000 (equivalent to
RMB567,564,000), loans of
US$90,000,000 (equivalent to
RMB744,120,000) and a secured loan of
HK$11,240,000 (equivalent to
RMB11,914,000). Apart from the zero
coupon convertible bonds, the other US
dollar and HK dollar loans bear interest at

floating rates, and the remaining bank and

other borrowings are denominated in
Renminbi at fixed interest rates. The
project companies used the Renminbi
loans as their working capital and
operational expenditure. Except for the
loan amount of RMB45,734,000 that has
to be secured by assets with the net asset
value of approximately RMB116,168,000,

all of the other loans are unsecured. Short-
term loans amounted to RMB643,441,000
while the remaining were long-term loans

falling due after more than a year.

As all the operations of the Group are
in the PRC, revenues and expenses were
mainly denominated in Renminbi. Hence,

there were no significant foreign exchange

exposures or risks. The Group has entered
into currency and interest rate swap

contracts for all US dollar loans in order to

fix the exchange rates and reduce the
interest rates.

Contingent Liabilities

As at 31 December 2004, the Group
did not have any contingent liabilities
(2003: Nil).

Capital Commitments

As at 31 December 2004, the Group’s
capital expenditure in respect of the
acquisition of property, plant and
equipment contracted but not provided
for was RMB22,673,000 (2003:
RMB25,561,000) and authorised but not
contracted for was RMB 14,200,000 (2003:
RMB14,200,000).
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